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What Is a Dealer?

m “Takes aposition” in the market

m Owns securities
Buys for and sells from “house” inventory

m Buys at the bid price; sells at the offer price

m Compensation: The difference between the buy price and the
sell price; can also earn a commission

m Trades for own account to produce income



What Is a Broker?

m Does not maintain a portfolio of securities

m Buys securities from sellers to resell to buyers

m Compensation: The difference between the buy price and the
sell price; can also earn a commission



What Is an Independent Investment Advisor?

m A firm whose job is to help investors achieve their investment
goals

e Makes specific investment recommendations
e Actively manages the portfolio

e Never takes possession of cash or securities—all assets held at
third-party custodian selected by client

m Acts as afiduciary for clients’ assets

m Owns no securities

m Owns no inventory

m Does not purchase securities for resale to clients
m Shops for every security

m Compensation: Typically based on assets under management,
but may be a negotiated fee based on transactions or
performance



How Does an Investment Advisor Add Value

Staff comprises professionals trained and experienced in
fixed-income investments

e Portfolio managers, analysts, traders, portfolio accountants,
arbitrage rebate specialists

Full-time focus on portfolio management
Technical and analytical models

Access to inventory

Buying power

Active management



Types of Investment Advice

m Non-discretionary
e Periodic advice
e Recommendations

— You approve; we execute

m Discretionary

e Portfolio management, within previously established strategy,
without prior approval for each transaction

m Other Discretionary
o LAIF
e County pools
e CAMP (California Asset Management Program)

e Money market funds and other mutual funds



What Does an Investment Advisor Do?

m Reviews investment policy

m Conducts cash flow analysis

m Develops long-term investment strategy

m Develops short-term investment strategies
m Proactively manages portfolio

m Shops aggressively for best price

m Provides monthly and quarterly reports

B Serves as general resource



Responsibilities of an Investment Advisor:
Safely Enhance Returns

m Continually reviews portfolio holdings for opportunities to add
value

e Strategically lengthens and shortens portfolio’s duration
e Executes sector swaps

e Employs yield curve placements

m Structures the portfolio to perform well in changing market
conditions

m Continually monitors credit-worthiness of corporate securities



Investment Advisor’s Portfolio Objectives

m Whether managed “in-house” or by an advisor, investment
objectives for public agency portfolios are the same.

Safety:

Compliance:

Liquidity:

Flexibility:

Return:

Protect principal

Invest funds in accordance with the California
Government Code and the Investment Policy

Maintain sufficient liquidity

Structure a portfolio that allows for flexibility to react
to changes in cash flow needs or market conditions

Optimize returns recognizing need for safety and
liquidity



Develop a Long-Term Strategy

m Conduct statistical study of agency’s historical portfolio
balances

m Determine liquidity needs and balance available for longer-term
Investments

m Develop a strategy that takes into account not only interest
earnings but also growth of value of the portfolio

m Determine tolerance for market value fluctuations

m Discuss industry-standard performance benchmarks
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&ed | Develop Long-Term Investment Strategy

m Very short-term portfolios minimize risk at the expense of
return, while long-term portfolios have higher returns at the
expense of risk.

Risk/Return of Various Benchmarks
June 1997 - June 2007

Cumulative Quarters With
Overall Value of Negative
Merrill Lynch Index Duration Return $50,000,000 Returns

3-Month Treasury Bill 0.24 Years 3.79% $72,550,986 0 out of 40
1-3 Year Treasury Index 1.72 Years 4.61% $78,464,318 2 out of 40

1-5 Year Treasury Index 2.33 Years 4.88% $80,543,555 6 out of 40

3-5 Year Treasury Index 3.55 Years 5.49% $85,335,389 14 out of 40

Source: Bloomberg
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e | RiIsk/Return Characteristics

Comparison of Annualized Quarterly Returns
July 1997 - June 2007
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<zl | Requires Discipline

Treasury Past 10
Index 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006  Years

5.33% 5.23%[4.85% |6.18% |4.42% (1.78% | 1.15% [1.33% | 3.07% | 4.85%
6.66% 7.00% | 3.06% [8.00% [8.30% [5.76% [1.90% [0.91% |1.67% | 3.96%

Yield History: 2-Year U.S. Treasury
January 1997 — December 2006

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Source: Bloomberg



Commitment to Long-Term Strategy
Requires Discipline

Target Duration: 1.72 years

1.92

1.72 Target

Duration in Years

1.52

Time



How Investment Advisors Make Decisions

Taking into account the agency’s cash flow needs and investment
policy, the investment advisor:

m Analyzes economic data

m Considers today’s investment choices in historical context

m Assesses the relative value of each maturity

m Assesses the relative value of each sector

m Assesses the relative value of each security

m Shops among multiple brokers and dealers

m Determines benefit of selling before maturity vs. holding to
maturity
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How Investment Advisors Add Value:
Analyze Economic Data

Core CPI
August 2002 — August 2007

' Aug 02 Aug 03 Aug 04 Aug 05 Aug 06 Aug 07

ISM Manufacturing Index
August 2002 — August 2007

Aug Aug Aug
02 (0] 04 05

Source: Bloomberg

Millio
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Existing Home Sales
August 2002 — August 2007

Aug 06 Aug 07

GDP
June 2002 — Dec 2007

2Q02 4Q02 2Q03 4Q03 2Q04 4Q04 2Q05 4Q05 2Q06 4Q06 2Q07 4Q07
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How Investment Advisors Add Value:
Consider Historical Perspective

2-Year U.S. Treasury Yields
October 1997 — October 2007

4.23% as of
10/12/07

10-Year Average: 4.07%

5-Year Average: 3.21%

Oct Oct Oct Oct Oct Oct Oct Oct Oct Oct Oct
97 98 99 00 01 02 03 04 05 06 07

Source: Bloomberg



How Investment Advisors Add Value:
Assess Relative Value Between Sectors

2-Year U.S. Treasury versus 2-Year Federal Agency
September 2002 — September 2007
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2-Year U.S. Treasury

2.00%

Source: Bloomberg



How Investment Advisors Add Value:
Assess Relative Value Between Sectors

Spread
(Basis Points)

Difference between 2-Year U.S. Treasury and 2-Year Federal Agency Yields
September 2002 — September 2007
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Source: Bloomberg
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How Investment Advisors Add Value:
zed | Analyze the Yield Curve

U.S. Treasury Yield Curve
June 12, 2007 vs. September 28, 2007
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Source: Bloomberg
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&ed | Consider Impact of Economic News on Rates

2-Year U.S. Treasury Yields
September 1, 2006 — September 28, 2007
5.25% _—

Chinese stock market drops Bear Stearns announces
GDP lower 8%, DJIA followed; flight to hedge fund bailout

5.00% than expected quality

4.75% Fed drops discount rate

4.50%
Unemployment lower || 'SM Manufacturing Stronger than expected
than expected contracted, construction payroll, lower unemployment rate 50 bps
spending, factory orders
4.25% and vehicle sales down

4.00%

3.75%
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Source: Bloomberg



How Investment Advisors Make Decisions:
Credit Analysis

m Credit Committee

m List of approved issuers

e Restricts exposure to credit risk

e Better able to monitor credit quality of securities in portfolios



Investment Advisors Select Corporate Credits
Based on More than Name and Ratings

Company S&P Moody’'s Fitch

Source: Bloomberg
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iZedl | Credit Rating Is Not Enough

m An investment of $1,000,000 on August 6, 2007 decreased
$160,000 in value by August 16, 2007.

Price of Countrywide 4.5% Note

Maturing 6/15/10
100

Negatlvecredltwatch
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Where Investment Advisors Buy Securities:
Primary Dealers for U.S. Treasury Obligations

BNP Paribas Securities Corp.

Banc of America Securities LLC
Barclays Capital Inc.

Bear, Stearns & Co., Inc.

Cantor Fitzgerald & Co.

Citigroup Global Markets Inc.
Countrywide Securities Corporation
Credit Suisse Securities (USA) LLC
Daiwa Securities America Inc.
Deutsche Bank Securities Inc.

Dresdner Kleinwort Wasserstein
Securities LLC

Source: Federal Reserve; 9/21/07

Goldman, Sachs & Co.
Greenwich Capital Markets, Inc.
HSBC Securities (USA) Inc.

J. P. Morgan Securities Inc.
Lehman Brothers Inc.

Merrill Lynch Government
Securities Inc.

Mizuho Securities USA Inc.
Morgan Stanley & Co. Incorporated

Nomura Securities International,
Inc.

UBS Securities LLC



Where Investment Advisors Buy Securities:
Largest Underwriters for Federal Agencies

Undenariter Fank Mkt Share(%)  Amount US0 (MR
101 S8.826.98
A0 557 90
A8.011.13
45 836 .67
44 204 55
47 596 64
J9.5931.10
J8.734 .83
31,953 .93

AP Margan

Barclays Capital
Deutsche Banlk Al
Goldman Sachs & Co
UBS

Werrill Lynch & Co
Lehman Brothers

It

Foval Bank of Scotland
Bank of America
WMorgan Stanley
HSBC

Credt Suisse

Bear Stearns & Co Inc
FTH Financial

EMNF Paribas Group
WMorgan Keegan & Co
FEBC Capital Markets
Momura Holdings Inc
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Direct Issuers of Commercial Paper

Abbey National NA
American General Finance
AlIG Funding

American Express

Calyon North America
Citigroup

CommoLoCo Inc

Chevron Corporation
Chevron Funding
DaimlerChrysler NA
Dexia Delaware, LLC
Exxon Mobil Corp

FCAR Owner Trust

Fortis Banque Luxemburg
GECC

GMAC

HSBC

Intesa Funding LLC
LaSalle Bank

Source: Bloomberg

M&I Bank FSB

Mint

Marshall & lIsley

Natexis US Finance Co
New Center Asset
National City Credit

San Paolo IMI US Finance
Prudential Funding
Rabobank USA

Royal Bank of Scotland
Scaldis Capital

Societe Generale

Sears Roebuck

State Street

Toyota Credit Puerto Rico
Toyota Motor Credit

UBS Finance
UnionBancal

Zions Bancorp



The Importance of Each Basis Point

m 100 basis points =1%
m 50 basis points =1/2%

m 1 basis point = 1/100 of 1%

$1 million x 1 basis point for 1 year = $100

$5 million x 1 basis point for 1 year = $500

$1 million x 5 basis points for 1 year = $500



The Importance of Each Basis Point

m 100 basis points =1%
m 50 basis points =1/2%

m 1 basis point = 1/100 of 1%

$5 million x 5 basis points for 5 years = $12,500



Investment Advisor Market Access

m TradeWeb

m Market Axess

m Bloomberg Bond Trader
m Boom System

m Broker/dealer proprietary trading systems
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Agency Discount Note: Bipker Inventory on Ogtober 2, 200

[zsuer Taturitu S0 Dec/Cpn
3 FNMA DISCOUNT 10416407 . 4, G AGD FRON
FHLE DISC CORP 10A16407-10/25/07 1.000 AGD FHON
WINDOW SUBJECT 7 Basis Point
17,300 FHLE DISC CORP  Difference on
4,000 FHLE DISC CORF
DISCOUNT 1/1840°7-10 - . 4.489-4. 4592 AGD FADN
DISCOUNT 1/1840°7-10 ' 4.489-4.497| BA AGD FADN
F_'_.TEE FEREDDIE DISCOUNT 23 Basis Point 1/18407 4.409| BARC | AGD  FMCDN

10,122 FHLE DISC CORF Difference on 11907 4.540| MEF | AGD  FHDM
£4,000 FHLE DISC core Next Day Maturity 1/19/07 4.610/ M5 |AGD  FHON
73,000 FC DISCOUWT MOTE 1/24707 ) 4.662 UES |AGD FLCON

c,000 FNMA DISCOUNT 10 Basis Point /24707 B30 AGD FHDN
1,800 FHLE DISC CORP  Difference on 1724707 630 4. 643 AGD FHOM
1 FC DISCOUNT NOTE Same Day Mat rity /2407 . BEl 1.CF3 BE FIGL FCOM

FC DISCOUNT WOTE /24407 = 4,563 BARC | AGD FCON

FALE DISC CORP 172607 : 1.CRd| CSFE | AGD FHON

FHLE DISC CORP /2607 0.000{G5 | AGD FHON

WINDOW SUBJECT

FREDDIE DISCOUNT 0/29/07 . 4,616/ CSFE  AGD  FMCON

Source: Bloomberg, rates as of October 2, 2007
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Comparison of Three-Year
Federal Agency Offerings

Yield to
Security Maturity Maturity

New Issue

FHLB 10/17/11

New Issue

FHLB 10/19/11

Secondary

FHLB 10/24/11

Secondary
FHLB

10/24/11

Source: Bloomberg, rates as of October 2, 2007

Call
Type

One-time

One-time

One-time

One-time

Next Call

10/17/08

10/19/09

10/24/08

4/28/08

Yield to
Call




Broker Commission for New Issue Agencies

Fee of .1% = $1,000 commission per $1 million sold

FED' HOME LM BAHE FHLE 4 =5 03710
FEE THFORMATION /YSALES RESTRICTIONS

Zales Bestrictions Fea Informaticn
[~ TOTAL GROSS

Govalning Law




Request for Proposal

m Qualifications of the firm

m Qualifications of the investment team
m Assets under management

m Investment philosophy

m Quality of service

m Performance

m References



What to Look for in an Investment Advisor

m Reputation

m Experience managing funds for local governments

m Investment philosophy/approach

m Years of experience of the firm and its investment professionals
B Amount of assets under management for public agencies

m Flexibility to meet your specific needs

m Good performance



Investment Advisory Fees

m Typically no more than 15 basis points (0.15%) of assets under
management

Enhanced earnings should more than offset the fees
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